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ABSTRACT

SUPPORT FOR SMALL MUNICIPALITIESIN THE CZECH REPUBLIC by Francis Con way and Patrick Boxall,
The Urban Ingtitute, September 1994 (Project 6283/96)

Following the collapse of the communist regime in 1989, the new leadership of the Czech Republic took
immediate gepsto srengthen locad salf-government. Within a year of the approva of the Communities Act of 1990,
the resdents of over 1,800 communities had elected to reclaim the right to form their own municipality. By 1993,
there were nearly 6,200 municipditiesin the Czech Republic. Over 90% of the jurisdictions have fewer than 2,000
inhabitants. Thisreport looks at the needs of these smd | municipalities, specificaly in terms of investmentsin basic
infrastructure. The report recommends a possible strategy of assistance that would be consistent with the broader
USAID effortsto establish aviable loca government finance system in the country.
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EXECUTIVE SUMMARY

Background

Following the collapse of the communist regime in 1989, the new leadership of the Czech Republic took
immediate gepsto srengthen locad salf-government. Within a year of the approva of the Communities Act of 1990,
the resdents of over 1,800 communities had elected to reclaim the right to form their own municipality. By 1993,
there were nearly 6,200 municipditiesin the Czech Republic. Over 90% of the jurisdictions have fewer than 2,000
inhabitants. This report looks specifically at the needs of these small municipalities.

All municipalities in the Czech Republic, regardless of size, have the same powers of salf-government ,
including an dected council (which selects a mayor from among its members) and independent control of their own
budget. They retain the basic structure and attributes that grew out of the early history of towns and villagesi n
Bohemia, Silesiaand Moravia, as ratified in law by an Imperial Decree of 1848:

° A belief in the autonomous management of local affairs by the residents of the immediate community, as
summarized by the concept of samosprava.

° A shared responsibility for the local administration of state functions as summarized by the concept o f
statnisprava.

° Extensive communa ownership of properties of diverse types.

° Large numbers of municipalities with the great majority having jurisdiction over small geographical areas

composed of one or two cadastral units.

As part of the measures approved since 1989, the state has returned properties nationalized in 1949 to the
communities and has given the municipalities a share of nationa tax revenues to finance their activities.
Municipalities are employing their new powers and resources in the context of an evolving market economy by
pursuing strategies to expand local jobs and tax revenues. Thisis anew outward looking form of self-government,
which traditionaly had focused internaly on serving the needs of the existing residents of the community. The new
strategy reaches out to attract new residents and new opportunities. It strivesto create strength through aliances
with other municipalities. Small municipalities are very active participants in this new competitive atmosphere.

These new redlities will lead to changes in the structure and functions of municipalities. No-one seemsto
know what changeswill occur or when. In this uncertain process the smaller municipalities may play arolethat is
far more important than their size would suggest. Thereare over 5,500 communities of under 2,000 inhabitants with
locally dected leaders who once again exercise considerable local autonomy. These thousands of municipalities are
becoming incubators of new ideas and new directions. Given the traditional values of the Czech Republic, it is clear
that these locd initiatives will help shape the future of local self-government in the country.

Summary of Findings and Recommendations

Within the context of renewed loca autonomy, infrastructure investment has emerged as a mgjor priority
for small municipalities. Many small municipaities have plans to improve their infrastructure, in fact every
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community visited for this research had such plans. Water and waste-water improvements are by far the most
common, but small municipalities also plan investmentsin solid-waste disposal and heating fuel conversion.

Demand for infrastructure investment in small municipalitiesisin part a product of the existing level o f
sarvicein those communities. Aggregate national data show that small municipalities on average are not served as
well by various types of infrastructure as larger communities. Small municipalities have a disproportionate share
of the population not served by infrastructure, such as water and waste water systems. The systems they do have
do not serve their clientele fully or adequately.

For many small communities long-term viability hinges on maintaining (or increasing) the resident
population, and several loca officials interviewed for the current research identified a clear link between
infrastructure investment and the prospects for achieving thisgod. In the towns and villages surrounding Prague,
most small jurisdictions are planning to invest in water and waste water facilities to attract new, higher-incom e
residents who presumably own businesses and will generate new tax revenues.

Small municipalities have a greater per capita budget surplus than larger communities, but this does no t
necessarily trandate into sufficient borrowing capacity to finance infrastructure improvements. Alone, smad |
municipdities lack the economies of scale that bring down the per capita costs of infrastructure improvements. In
the face of considerable barriers to development, small municipalities have begun to form strategic alliances .
Municipda associaions have become awidespread phenomenon in the Czech Republic, and an important mechanism
for small municipalities. A 1993 survey identified 96 associations, incorporating an estimated 20 percent of al |
municipalities. Seventy percent of participating municipalities have populations less than 1,000. Most of the
organizations involve either amix of mid-sized and small municipalities, or just small municipalities.

The focus of broader USAID efforts on establishing a viable finance system primarily for larger Czec h
municipdities suggeststhat the proposed assistance should look at the infrastructure financing needs of small local
jurigdictions. If the small municipalities want to seek loans, they must look and act like larger jurisdictions. They
will have to package their individual projects. They will have to present joint proposals that can address the
technicd and financia criteria of the national programs. Fortunately, the small municipalities already are coming
together in strategic aliances. The proposed assistance program might work with these existing alliances in two
broad areas:

° General infrastructure investment analysis and planning
° Strategies and techniques for creating viable aliances.

If successful, this program might help expand the financing available for water, waste water and other basic
infrastructure in the smaller municipalities of the Czech Republic. These are the areas of greatest need at present.
Study Approach

This document reports on research undertaken in the Czech Republic during June, 1994. Itisintended as
an exploratory investigation of infrastructure needs in small Czech municipalities, with the goa of providing an
overal context for an assistance program specifically targeting these municipalities. A mgjority of the information

employed in the report comes from discussions with interested Czech parties, including: representatives of public
and private ingtitutions at the national level, members and representatives of municipal associations, and, most
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importantly, mayors of smal municipalities themselves. In total, the authors met with mayors of 17 municipalities.
To the extent possible, the report also employs secondary data about the characteristics, needs, and resources o f
small municipalities.
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1

DEFINING SMALL MUNICIPALITIES

There are approximately 6,200 municipalities in the Czech Republic, together encompassing the entir e
country. All municipalities, regardless of size, have the same powers of sdlf-government, including an elected
council (which sdects amayor from among its members) and independent control of their own budget. For the most
part, the current discussion defines "small" municipalities as those with less than 2,000 inhabitants, though some
parts of our discusson uses dternative definitions. AsTable 1 indicates, 90 percent of the Republic's municipalities
are small jurisdictions with 2,000 inhabitants or less. These same jurisdictions account for 25.6 percent of th e

Republic's population.

Small municipalities, by this defijitipn, are found across mostfof the Republic, however there is som ¢
Fegional variajon in their importance. To illustrate thfd94£ation, the Republic's 76 districts jurisdictions, or local
Linits of the stpte igoreyang 1 g@r% (ﬁﬁ%ﬁgﬁﬁ%ﬁ @;ﬁp PRy @gﬁsf[ptépd in municipalities with
ess than 2,0P0 inhabitants. DI¥H alfqsdYnto quartiles rding to this rank. Figure 1 shows thaf
pistricts with the greatest concentration of population in communities under 2,000 (46 to 59 percent) are found in
p band across gentrd and southern Bohemia (excluding Prague) and a band across eastern Moravia. Districts with
fhe lowest shdre g pRmaliation in small municipaities (0 to 23 percent) |nclude the urban districts (Prague, Brno,
Plzen and Odrava)aana heavily industialized districts (e aipagtiée Republic's north-eastern border).

Under 2,000 2,635,851 25.6% 5,589 90.2%
D. THH HIZ060R 1604 L DE\GELSIPMENT OF MAINISYPALITTIES
5,000-9,999 898,220 8.7 129 2.1

The groli &80 HP%hal aﬁﬁéﬁﬂéﬁon% Peflects cefif@iridslold tradlitions of local sif rule by small villages
and towns in Bor@iZ° M bravia and®itsa *%6 begin to BRdetdand the challenges that these thousands of small
urisdictions gonfrptin 1994, it ig) ,‘éﬁ,‘é‘l@olb%.’b@é" the&@g%mmrmad and shaped the development of Czech
ocal governnpents in three distinct historical periods:
o The pr o6t RIS liTe HibRiy'isd teadep andaeaperial periods and the formal recognition o f

muni | %ﬁ% Obce Ceske Rﬁggubllky 1992 Maly b P per gnit

r exicon.

| The distortions to the concepts and practice of local government from 1949 to 1989 in an authoritarian

centralized state.
| The evolution since 1989 in the context of a modern democratic tate and a market economy.

0-

Legend: Percent of district population in municipalities with less than 2,000 population
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Source: Compiled by the Urban Institute from Czech Statistical Office, Obce Ceske Republiky 1992 Maly Lexicor].
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Origins of Municipalities®

The basic structure of contemporary Czech local government hasits originsin a Decree issued in 1848 by
the Austro-Hungarian Emperor. The decree marked the end of the feudal system in Bohemia, Moraviaand Silesia
by recognizing formaly the concept of municipdity which " existed naturally" in these three regions. It created local
governments with three basic attributes:

° The authority of the local government over local matters would be subject only to the limitations imposed
by "generaly applicable” legidation. This is caled samosprava in Czech. It is the right of sdlf-
governmen.

° The local government would serve as the agent of the state in the local adminigtration of generall y
applicable legidation. This is caled statnisprava in Czech. It refers to the administration of state
functions.

° Loca governments would have a broad right to own property on behalf of the local community.

Early Czech villages developed as small, compact clusters of buildings established near some point o f
authority - the cagtle of afeudd lord or a church or monastery. People lived in these villages and went out to work
in surrounding fields. From the very beginning, persons with authority preferred to deal with the village asawhole
and not with the individual villagers. The feudal lord demanded that the village provide workers for hisfields or
soldiersfor hisarmy. Theimperia rulers continued thispractice. The village provided troops for the imperial army.
Imperid decrees affected the entire village. One decree required that each village build a pond for fire protection.
Forced to dea as a single unit with the outside world, the villagers developed their own leaders and learned t o
manage their own affairs.

At the beginning of the XIX century forma authority in what is today the Czech Republic was divide d
between the Emperor and the landlords, who continued to hold all the powers not conquered by the Empire. With
thedecree issued in 1848, the Emperor swept away most of the powers of the landlordsin Bohemia, Moraviaand
Silesa. Intheir place, he recognized the municipality which "existed naturaly" in the villages. Initsfirst section,
the decree confirmed by law the authority of the villages to manage their own affairs (samosprava). This authority
would be subject only to the limitations of legidation that applied uniformly to al persons throughout the Empire.
In addition, the municipalities would serve as agents of the state in the local administration of state function s
(statnisprava).

Rooted in the relation of villages first with the feudal lord, then with the Empire, samosprava became
synonymous with the distrust of the villagers for all authorities lying outside their immediate community and with
the autonomous management of their own affairs. The villagers had the sole right to select their own leaders.
Decisions made by the local leaders in the exercise of their right of self-government were final.

Satnisprava reinforced the notion of local autonomy by entrusting to the village authorities the local
adminigtration of gtate affairs, while retaining the right of oversight by the state. The local leaders appointed the
persons who would perform gtate functionsin their jurisdiction, subject to the concurrence of the central authorities.
Decisions made in performing state functions were subject to review by the central authorities.

This section derives largely from an interview with Professor Jan Barta, chief researcher difie Juridical Institute of the Czech Academy of
Sciences. Toillugtrate the origins of local authorities, hepok us out on the roof terrace of the Academy of Sciences and pointed to different nearby sections
of Prague which originally were separate villages.
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Finally, the decree of 1848 granted ownership to the municipdities of all communal property within their
jurisdiction. This property consisted of community roads and of fields or forests that were used by the entir e
community. Therights of dl members of the community to use these properties had been recognized and respected
by all persons, including the feuda landlords. Following 1848, the newly congtituted municipalities becameth e
forma owner of these communa properties. Thelatter haf of the X1X centur y generally was one of great prosperity.
The villages did well and their municipalities acquired additiona property. Thisincluded land and buildings fo r
schools. It aso included vehicles, pieces of art or financia holdings, such as bank accounts. The right to ow n
property became afundamental attribute of the municipalities.

Since 1760, there had been a genera inventory of al real property throughout the Empire called the
cadastre. The sole purpose of the cadastre was to administer the collection of taxes. All the territory was divided
into cadastral units. For each unit there was a book listing dl the existing properties and their owners, hence the
taxpayers. The decree of 1848 established one municipality for each cadastral unit. Although some municipalities
grew to encompass more than one cadadtra unit, the identity between the two concepts continued. All the cadastra
unit had to lie within the boundaries of a single municipality. Municipalities consisted of one or more entir e
cadastral units. This relationship remains to this day. 2

Locd government in the Czech Republic today retains the basic structur e and attributes of the municipalities
that grew out of the early history of Czech villages and the Decree of 1848:

° A belief in the autonomous management of local affairs by the residents of the immediate community, as
summarized by the concept of samosprava.

° A shared responsibility for the local administration of state functions as summarized by the concept o f
statnisprava.

° Extensive ownership of properties of diverse types.

° Large numbers of municipalities with the great majority having jurisdiction over small geographical areas

composed of one or two cadastral units.

Findly, it isimportant to keep in mind that the municipdlities are the earliest form of self-government known
to the Czechs. The First Republic did not come into existence until seventy years after the decree of 1848 and
literally centuries after most local communities had devel oped the tradition of self-government.

Diminished L ocal Autonomy Between 1949 to 1989°

The system of municipalities created in 1848, with its basic attributes of samosprava, statnisprava and the
right to own property, survived with only minor modifications for the next 100 years. It was preserved by the new

According to TERPLAN, a Czech regiona planning firm, there arggoroximately 20,000 "basic territorial units." Presumably, thisis the upper
limit in the number of potential local authoritiesin the country.

The content of this section draws on the interviews with numerous persons, including: Mr. Jiri Mejstrik of the Ministry of Economy {no
employed by Urban Research), Mr. Jaromir Jech and Mr. Kment of the Union of Towns and Cities, Mr. Radim Perlin of VUVA (the Research Institute
for Development and Architecture) and Ing. Oldrich Smotlacha head of the Fund for the Assistance to Local Authorities, among others.
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republic following the demise of the empire after World War I. It was ratified in a new law issued in 1945,
following the restoration of the republic after World War 11.

All this changed radically in 1949. The authoritarian, centralized regime that came to power in that year
mede three fundamenta changeswhich greatly distorted the nature and the functions of municipalities over the next
forty years. The new system of "nationa committees' became aparody of the origina system of municipaities, even
though some elements of both samosprava and statnisprava apparently survived.

Thefirst change diminished the importance and changed the role of local leaders. The national committees
which replaced the origina municipdities were dected from asingle list of candidates of members of the Communist
Party. Deprived of red loca leadership, the local elected officia became important for his or her connections with
the nationd government. The key measure of success became the ability of local officialsto obtain subsidies for the
locdity. The amount of the subsidy wasfar more important than the actual local need. Some communities obtained
subsidies for facilities, such as a cultural center, with a capacity far in excess of the local need or demand. The
sound, autonomous management of local affairs was of secondary importance. The state became the source of al
solutions for local problems.

The second change imposed after 1949 wasto nationaize dl the property of the municipalities. This further
diminished the autonomy of municipdities to manage their own affairs and emphasized the dominant role of th e
central ate authorities. The state constructed housing projects and built public facilities on land that had belonged
to the municipalities without consulting with the community. Certain prized pieces of art were removed from the
locd city hdl to national museums, again without local approval. The right to own property was the one traditional
attribute of Czech municipalities which was completely abolished during this period. Some view this as bein g
equivalent to having abolished altogether the system of municipalities that had existed since 1848. *

Finaly, what appears to have been the most profound change involves the transgression of the spirit o f
samosprava. Acting unilateraly, the state consolidated many of the smaller jurisdictions with larger “centra "
villages. From a high number of 11,500 municipalities which existed in 1950, only 4,000 remained in 1989. Every
person interviewed for this report mentioned this process as a key development during the communist regime.®> Most
view it as a case of gross disregard for traditiona values and for the aspirations of the residents of many smal |

Thisistheviewof Professor Barta of the Academy of Sciences. He repeated this point in our interview until he was comfortable that we had
understood the significance of the right to own property as afundamental attribute of Czech local authorities.

Some of the personswe interviewed sanmerit in the process of "amalgamation” of the smallest local authorities. For example, Mr. Smotlacha
of the Fund for Assistance to Local Authorities described the selection of the 1000 "centers of amalgamation” as "reasonable and well done." Everyone
agreed, though, that whatever the merits of the process, the approach taken was insensitive to the tradition simosprava.
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communities. (See, for example, insert describing experience of Korno.)
The Fall and Rise of Local Autonomy Since 1949

The chan es made durin enod from 1949 to 1989 serve to illustrate both the reet str i}th and
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Restoring local self-government (samosprava)

The Communities Act of 1990 restored the full concept of samosprava. It recognized the right of residents
to choose through a referendum whether to establish a municipdity in their community. The response has bee n
overwheming. The number of municipalities had diminished from a high of 11,500 in 1950 to 4,000 in 1989 .
Between 1990 and 1991, the residents of over 1,800 communities exercised their right under the new Communities
Act to form their own municipality. The process continues, athough more dowly. Today, there are over 6,20 0
municipalities in the Czech Republic. This number actually understates the extent of the reviva of loca sdif -
government in the Czech Republic. In Prague, for example, there is nominaly one municipality. Inredity, there
are fifty-seven additional locally elected councils to which the Prague City Council has granted some degree o f
autonomy over spending to meet local needs. Similar "statutory™ councils exist even in very small jurisdiction s
where there is more than one village or community. ’

Expanding local sdlf-sufficiency

The Parliament has acted to make the municipdities fiscaly i ndependent and self-sufficient. It has replaced
mogt gate subsdies with the direct transfer to the municipalities of certain tax revenues collected by the state. The
mayor and the city council decide how to spend these revenues without i nterference by state authorities. Tax revenue
transfers and local fees now represent over 80% of municipal revenues. Most remaining state subsidies are directed
to very specific uses, such as the subsidy provided per school child to help defray the cost of maintaining schoo |
buildings.

Professor Barta hel ped us understand this crucia difference between alegal system based on codified law and our more familiar experience
with common law.

Mr. Jan Prikryl of the Prague Indtitute of Economicased the example of the fifty-seven "individual town halls" that exist in Prague to illustrate
what hecalled the "biggest secret in understandingsamosprava.” According the Mr. Prikryl samosprava is seen by the Czech people as the defense of
the small communities against the state. The "state" is everything that is not included in the local community. In that sense, even the Pragug cit
government can appear distant and suspicious.
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Another law approved since 1989 restored the right of municipaities to own property and returned to them
all the property that was nationalized in 1949. In addition, the law also transferred title to the municipalities of all
structures built between 1949 and 1989 on communal properties by the state and which had remained under state
control. Itisthrough thislaw, for example, that the municipalities became the owners of dl the public housing units
in their jurisdictions. Along with the real property, the municipalities also have received equipment, vehicles and
other smilar assats. This has been especially helpful to the new small local jurisdictions which were able to begin
operating immediately.

3. CURRENT SITUATION OF SMALL MUNICIPALITIES

The new legidation enacted since 1989 has restored the traditiond Czech structure of local self-government.
The basic attributes of municipalities in the Czech Republic in 1994 are the same ones that were first recognized
formally by the Austro-Hungarian imperial decree of 1848. The structure is based on village traditions that ar e
centuries old. It is not surprising that the belief in local self-government, as typified by samosprava, is a
tremendoudy powerful palitica forcein the Czech Republic. T hese traditions and this political force, more than any
other factors, account for the large number of small municipalities which exist in the country today.

That is only part of the picture. Traditions by themselves do not explain al the current reality of smal |
municipalities in the country. The forty years of authoritarian rule aso left their mark in the fabric of Czec h
communities, particularly in many of the small ones. Current events which reflect the imperatives of a moder n
democraic sate and of amarket economy are redefining the relations between the state and local communities and
among local communities themsalves. The place and the role of small municipalitiesin this contemporary context
are il not clear.

Differing Patterns Among Small Jurisdictions®

The many changes made by a dominant state over forty years from 1949 to 1989 are dramatically evident
n tﬁ@beilewpmmmmwmmmunitiatha exigt in the diff erent regions of the country. Many communitie
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returned the land to small land owners in 1990. The villages in these areas, such as the highlands of Moravia, have
returned to their traditional roots. In the lowlands, where there were fewer, larger landholders, the process has not
been assimple. Many current residents arrived to work on the collective farms and do not have traditional ties to
the local village.
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The content of thissection draws on the lucid descriptions of the regional differencesin land use patterns provided by the staff of TERPLAN.
We observed the differences clearly aswe traveled to different parts of the Czech Republic.
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There can be no easy generdizationsin deding with small municipalities. There are traditional differences
in the settlement patternsin the different regions. The changes made by an authoritarian state from 1949 to 1989
added to those differences.

Overlap of National and L ocal I nterestsand Functions

The shared administration by municipdities of state functions - statnisprava - is an important part of the
traditional structure of loca government in the Czech Republic. In keeping with this tradition, since 1989 the state
has delegated functions such as the approval of building permits and the operation of certain socia servicest o
municipalities. Whereas the new laws restoring the tradition of samosprava and granting fiscal autonomy apply
equaly to al municipalities regardless of size, statnisprava extendsto only 381 larger jurisdictions.

Despite the presence of along tradition of statnisprava, the division of responsibilities between the state
and municipdlities has not been worked out f ully. The definition of the relative role of the two levels of government
isfurther complicated by the continuing debate on the need for a third, regiond level of government. There had been
talk of setting up regional governments beginning as early as 1995. It now appears that this will be delayed until
1997 or 1998, largely in deference to the strong political support in the country for local self government. °

The case of water and waste water services™

In the meantime, the relations between municipalities and the state are evolving daily in areas where their
interests and functions overlap as they seek to address existing problems. Water and waste water services and
investments offer agood example of such an area. Traditionally, municipalities had been responsible for providing
these services in their communities. In the highly centralized state that governed from 1949 to 1989, the facilities
were nationalized.

In 1990, the state returned the ownership of the water and waste water systems to the municipalities. In
consultation with the munici palities, the state transferred ownership of some of the systemsto regional unions or to
limited stock companies owned by more than one jurisdiction. In any case, municipalities once again own an d
control the water and waste water systems. Naturally, the mayors and councils feel responsible for these services
in their communities.

The state dso continues to maintain an active interest in water and waste water services, but more from the
perspective of technica and financid efficiency and of over all environmental standards. These overlapping interests
have not been sorted out. Municipalities continue to pursue their own projects. The state maintains an activ e
program of subsidies which provide the opportunity to review and guide local decisions. The National Association
of Water and Waste Water Authoritiesis promoting legidation to establish n ew standards and licensing requirements
for building and operating water and waste water systems.

The evolving relations between municipalities and the state in the area of water and waste water services
may have a disproportionate impact on the smaller jurisdictions. They tend to have the smaller facilities that may

Mr. Jiri Mgjstrik of the Ministry of Economy gave us this information.

This discussion draws on material provided in interviews by Ing. Vladimir Pytl of the National Association of Water and Waster Wate
Authorities and by Ings. Jan Plechaty and Stanislav Pavlik of the Water Department of the Ministry of Agriculture.
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not be technicaly or financially efficient. They have less expertise and fewer means to address the new
environmenta standards. The smal municipdities are developing new forms of cooperation among themselves to
compensate for their limitations of size and skills. The state may also assume greater control over these matters.
It is not clear where the division of power will end up.

A similar process is occurring in other areas. The common factor is that traditiona loca areas of
responsibility now overlap with areasin which the state has national concerns, such as preservation of natural areas
or economic development.

New Local Initiatives

Samosprava was born as an inward looking concept in which local communities tended to their own needs
and concerns. The introduction of market forces in the Czech Republic is adding a new, outward looking twist to
the concept of salf-government.™ Municipalities want jobs and greater economic opportunities for their villages,
townsand cities. They have become aware quickly that there are limited opportunities. They are taking action to
try to make their communities more competitive.

The samdler jurisdictions have limited options and resources. The current rules for sharing tax revenues with
the state are having acurious effect on the strategies that some of them have adopted for promoting local economic
growth. Inthetowns and villages surrounding Prague, most small jurisdictions are planning to invest in water and
waste water facilities to attract new residents or to try to entice those with second homes to establish their prim e
residence in the community. They are lessinterested in taking steps to attract new businesses.

The mayors explained this Srategy in terms of the new tax sharing rules. The state shares the tax revenues
from profits on businesses with the municipality where the owner of the businesslives. Theides, then, isto attract
new, higher-income residents who presumably own businesses and will generate new tax revenues. The mayors do
not appear to view the presence of the business itself as aboon. Businesses generate demands for services from the
municipality, but do not produce new revenuesto pay for the services.

Smaller jurisdictions dso are finding strength in unity.  They have formed new entities to undertake specific
projects, such as anew water line. They aso have formed associations with a broader focus. The common factor
is the desire to identify new ways to pursue the interests of the village or town. The fact that municipalitiesar e
pursuing an active strategy to promote the development of their community is one more component of the many
changesthat are occurring among loca governmentsin the Czech Republic. Small local jurisdictions are very much
apart of thischange. It isnot clear where these changes will lead.

K ey Factors Affecting Small M unicipalities

Any proposal to assist small municipaitiesin the Czech Republic today must take into account three key
factors:

Mr. Jan Prikryl of the Institute of Economics explained that the state traditionally has decided where to place public services. This was taken
to the extreme under the communist regime. The recent reforms have "planted a seed of change that is muafore market oriented," according to Mr.
Prikryl. Hefedsttat the force of the change is not yet evident because there are psychological barriersto overcome. He feels that public policy may not
recognize the full implications of the change.
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Number and character of municipaities. The existence of over 5,500 small municipalitiesin 1994 in the
Czech Republic reflects the centuries old Czech tradition of autonomous self-management of local affairs
(samosprava). The communities may not be receptive initialy to assistance from "outsiders."

Municipa diversity. These small municipalities are a diverse group in terms of: historical development,
fiscal independence, opportunities for development, degree of initiative in addressing their own needs.

Changing role of government. The role of local government in general and that of small municipaitie s
specificaly is evolving as.

- The mayors and municipal councils move in new directions in response to the challenges the y
confront.

- Nationd policy makers struggle to find the proper balance between the imperatives of amodern
state in a competitive world and the deeply held values of autonomous local self-government.

Parametersfor Proposed Assistance

The proposed assistance program to small municipalities should target that part of their needs that relate
to broader USAID efforts to establish a viable municipal finance system, including the newly formed
municipa finance company, MUFIS.

Respect for the concept of samosprava suggests the need to work directly with individua small
municipditieswhere there are srong local initiatives and where the mayors are willing to accept advice by
outsiders. This may require aslow process of gaining the confidence of local officials before any formal
assistance can begin.

The difficult logistics of such an effort and the limited resources available suggest the need for a modest
initia program involving associations of small municipalities, rather than individual municipalities.

The differencesthat exis anong small municipalities in different parts of the Czech Republic suggests the
need to work with associations from at least two different regions.

The continuing need for such assistance points to the need for an ingtitutionalized learning process that
draws on the individual success stories to guide the broader development of local self-government. A n
initid effort should explore the rlative merits of dternati ve vehicles to ingtitutionalize the learning process.

4. DEMAND FOR INFRASTRUCTURE INVESTMENT

The focus of broader USAID efforts on establishing a viable finance system for Czech municipalitie s

suggests that the proposed assistance should look at the infrastructure financing needs of small local jurisdictions.
Within the context of renewed local autonomy, infrastructure investment has emerged as a mgjor priority for small
municipdities. Many smdl municipalities have plansto improve therr inf rastructure, in fact every community visited
for this research had such plans. For the mogt part small municipalities plan investments related to the environment:



Support for Small Municipalities in the Czech Republic 10

plans to improve waste-water or water facilities appear to be most common, though, to a lesser degree, smd |
municipaities also plan investments in solid-waste disposal and heating fuel conversion. This section investigates
the demand for infrastructure investment among small Czech municipalities.

As noted in the previous section, with the restoration of local self-government small municipalities have
been enthusiadtic to assume respongibility for provision of local services. But, why should infrastructure investment
be ahigh priority for these communities? The following discussion considers two main forces behind the demand
for infrastructure investment--the existing level of service in small communities, and the role infrastructur e
improvements are perceived to play in the long-term viahility of these communities. Infrastructure investment is seen
asagod in and of itsdlf, and as ameans to another end.

Shortfall in Level of Service

Demand for infrastructure investment in small municipalitiesisin part a product of the existing level o f
sarvicein these communities. Aggregate national data show that small municipalities on average are not served as
well by various types of infrastructure as larger communities. Planned infrastructure improvements would reduce
this shortfall.

Conceptually, the level of service shortfal fallsinto two different categories:

° First, small municipalities have a disproportionate share of the population not served by various
infrastructures—-i.e. an un-served population.

° Second, small municipalities have systems which do not fully or adequately serve their clientele--i.e. an
under-served population.

These two kinds of shortfall cut across different types of infrastructure. By way of illustration, the waste-wate r
collection and treatment, and water provision are discussed below.
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Information about waste-water treatment was provided in an interview by Ings. Jan Plechaty and Stanislaz Pavlik of the Water Department

of the Ministry of Agriculture.
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C. Distribution of Population Not Connected to the Public Water Network, 1991
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100,000 plus 0.04 2.7 23.3

National Total 1.64 100.0% 100.0%

Sources: Compiled by the Urban Institute from Terplan Population Housing
Characteristics and Czech Drinking Water Supply and Sewerage Systems
Annual Report, 1991.
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eet national quality criteria™, water provided by the public network is probably of more consistent quality and
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According to theCzech Drinking Water Supply and Sewerage System Annual Report, 1992 one-third of water produced for the public water
system did not meet all quality criteria; 5.2 percent of produced water did not meet the Ministry of Agriculture's most stringent standards.
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Spatial distribution of infrastructure needs

Figure 2
The concentration of T W AAS R A WS A B GRS SHPAR I small communities produces g
Clear spatial pattern to the distribution of needs. Districts with a greater share of population in communities with
fewer than 20600 ¢echabitanisryee Hosewithapotneanttatiore ofepapulati on hncmallemusieipalities--tend to have a

B. Districts With Lowest Share of Population Connected to a Waste-Water System

Source: Compiled by the Urban Institute from Czech Drinking Water Supply and Sewerage Systems, 1991
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smadler share of population served by apublic water network and a smaller share of population connected to waste-
water systems.*

The maps in Figure 2 illustrate this relationship. Districts were ranked according to the share of thei r
population connected to the public water network and the share of their population connected to a waste-wate r
collection system. Shaded areas on the magps corr espond to the one-fourth of districts with the worst level of service
according to these two measures. Figure 2.A showsthe clear concentration of water supply needsin two areas. one
across central Bohemia (with the exclusion of Prague), and the other across central M oravia (with the exclusion of
Brno). This pattern clearly matches the pattern for concentration of population in small municipalities presented in
Figure 1, above. The distribution of concentrated waste-water needs deviates somewhat from this pattern. | n
addition to concentrations of need in central Bohemia and central Moravia, severa Districts along the Republic's
border with Poland, Slovakia and Austria are among those with the worst level of

Andysisindicates astrong correlation between these meases. With District level data, the pearsonian correlation between share of population
connected to the public water network and share of pogiation in communities under 2,000 is 0.67. The correlation between share of population connected
to awaste-water collection system and share of population in communities under 2,000 is 0.70. The significance level for these tests is 0.0001.
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service. Possibly this variation points to the special problems associated with providing waste-water servicei n
mountainous aress.

Long-Term Community Viability

The demand for infrastructure investment aso is driven by the role infrastructure improvements ar e
perceived to play in securing long-term viability for small municipalities. In this respect, mayorsand other local
decision-makers see infrastructure improvement as a means to an end rather than agoal in and of itsalf.

For many small communities long-term viability hinges on maintaining (or increasing) their residen t
population, and several loca officials interviewed for the current research identified a clear link between
infrastructure investment and the prospects for achieving this goal. These villages have witnessed a long-ter m
decline in population, and many are further threatened by the redlities of the new market economy. For example,
the dismantling of agricultural cooperatives and collectives by one estimate threatens to reduce agricultural
employment by over 50 percent.”® Efforts to stem (or reverse) the flow of population to larger and better serviced
communities depend on bringing levels of service closer to the standard found in those communities. Thisleadsto
an attitude of "build it and they will stay" or "build it and they will come"--i.e. if small municipalities can onl y
improve infrastructure and other services sufficiently, then they can preserve their current population and/or attract
new residents. We found this argument carries considerable weight with locdl officials.

In other small municipalities long-term viability is linked to a secure tax base and infrastructur e
improvement is pursued as a means for increasing revenues. The recently reformed municipal finance system
rewards communities that can attract entrepreneurs as permanent residents, and to do this municipalities must provide
thelevel of serviceto which the modern-day entrepreneur is accustomed. In addition, the new revenue system offers
higher property tax revenues for housing serviced by water and waste-water facilities. Together these reward s
provide a consderable incentive for communities to pursue infrastructure investment. To a certain extent, thisisan
irreconcilable situation: to secure additional revenue, a community must invest in infrastructure; but, to mak e
infrastructure investments a municipality must already have a secure revenue base. The next section will explore
the fiscal constraints on infrastructure investment in small municipalities in more depth.

5. FINANCIAL CONSTRAINTSON INFRASTRUCTURE INVESTMENT

The opportunity for small municipalitiesto make infrastructure investments is largely determined by the
availability of financial resources, or more often than not the lack thereof. Fiscal capacity isthe main barriert o
implementation of infragtructure development plans in small Czech municipalities. While renewed local autonomy
may have spurred cals for infrastructure development, small communities generally lack the funds necessary t o

respond.

This section examines the financial resources available for infrastructure improvements including annual
municipal revenue and project-specific resources such as state infrastructure subsidies, user charges, and privat e
finance. In s0 doing, it documentsthe circumstances that exasperate the fiscal capacity of small municipalities, and
highlights the means by which communities can overcome these barriers. Overall small municipdities face grim

Reported by Mr. Degimal at the Institute for the Ecology.
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odds when trying to fund infrastructure improvements, but our research found some communities much better -
positioned than others.

Municipal Revenue

Alnnua municipa revenues generaly are not sufficient to finance infrastrycture investments outright, but
for two rgasons they play an important rolejp, determining whether municipalitieg can secure enough aternativ e
funding to fedize development plans. To start, surplusmunicipal revenues can be usgd as equity in an infrastructure
project and theebyrdetreasg dhe aneauat OE spldlitticinak§Lamdi g e fedplAdsaoEBthe extent that access to public or
private funfis depends on debt-servicB & 0riRd peve nues are important becpuse they partly determine how
much debfa municipality can carry. THEFGIRSUTRPfcussion focuses on the annudl revenue-generating capacity
of small m unigggupi%irpcl uding the impact of recent municipal finance reform.

Category Revenue Expenditures Surplus
Querview

U)

ggﬁﬁgi%l itieson aé%e generagé income peg itathan do lgrger communities. AsTable4
shows, per revenuesincigggRd with sgéog community H‘I 3. The smglest municipalities--those with
less than POO popylsisep--had Ieﬁ tmn half the p@’ecaplta revenges of Prague. Af the same time, the number o f
responsibilitie000-f98tions a madicipality Aasaso varies [B7osize--expenditires per capita increase wit h

municipal g%,e,p,,ggg 7,614 7,075 539
,000-99,999 7,442 -

o000 400 000
;;;;;;

Asar ‘n f,0f 1) tﬁe‘hmit@g] gg@mdlture responsibilities,_and 2) the conservatism of loca officials, small
muAi Bipeti tieS uopi ua/erseseNaa@u ar ditsisein ivas tuspitee Ridigs tsGphUBethirrmksednore populous municipalities
Munici alltleso\mtla pulatlon less2han 200 havean a\/era%I[Z)%:?taw lus of Kc 2 591, whereas CItIeSWIth

Ove ear consi tentl 1on of its annua rev or_planned
pet mﬁiﬁ@bﬁ g&?@%mﬁ%ﬁ E@x %A e Rt blosha |
uBiPR ¥ M@ UgfHred avesinen @aéatlyalyéﬂgﬁ REwCARIFAdpEoet
wrpiusmfaee I-Hmﬁver desplte thls prodigious rate of savmg Hlohovec is a Iong way from saving enough equity

to finance its Kc 44 million development project. And, with a current budget surplus of only Kc 2 million each

year, tnﬁ-cygﬁ%q%ﬁeélbwe&vﬁu%dmévice a short-term municipal loan to make up the difference.

oX

The Czech municipd finance system underwent cons derable reform at the beginning of 1993 in a shift that
was part of the nation-wide redigtribution of resources and responsibilities from state to local government described
above. With aswitch in the budgetary importance of state subsidies versus "own" source revenues, municipalities
were given more latitude over their own fiscal affairsincluding a greater responsibility over raising revenue. *°

The state government's decision to reconstitute municipal finances may have adversely affected smdl |
municipdities because smal municipalities were on average more reliant on state subsidies than other municipalities
prior to the reform. Up through 1992, on average municipalities received about 70 percent of their revenue from
state subsidies and 30 percent from own-source revenues. By contrast, state subsidies had accounted for upwards
of 90 percent of total revenue in small municipalities. *’

For adetailed discussion of these reforms, see Firesting, RobefE. 1993. Local Finance in the Czech Republic. Report prepared for the Office
of Housing and Urban Programs, U.S. Agency for International Development. Washington, D.C.: The Urban Institute.

Reported by Mr. Mejstrik of the Ministry of Economy.
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The overdl reversd of budget shares from state subsidy versus own soufce is confirmed by Table 5 which
shows the split between subsidy and own sour ce revenue by municipality size. Op average, subsidies accounted for
27 percent df total revenuesin 1993. For municipalities up to 1,000 population, the share of revenues coming from
state subdi difes ttex: ieformdipatisallyi desy than odergersameauritiesuee. thepattern was reversed. Municipaities
under 1,000 population received riyriioratptaR pagerit of their income from ptate subsidies.

Whether this suggests small municipalities on average logt out with reforms in the municipal finance system
is not cleaf. Can small municipalities compensate for a the loss of state subqdies? At an aggregate level, iti s
impossibletp fully gaugeihel fnpact of refornsanesmall municijgalities without agtual revenue data from before and

after the chinges took pheeeory Subsidies Source
Vdriation amgig smalf municipalities,, 81%
200-499 18 82

Oyr ste vistszngges there is consida@ble variation in7the impact of refdrms on small municipalities. That
is, some mupicipalities580% in asa resdft of the changeg/some anet loss. [This variation in impact is mainly
the result ¢f the ne/vi\éjgrgﬁ revenue ar| ng betweenihe state and loc§l governments. The method for

digtributing the state t%@ persons§§ems to have beeg devised for adrinistrative simplicity without due
regard to the impact |tM@d§bh@@9@Jecral Iyoon smaller municipalities.
Prague 28 72

Minicipd revenue from the physical persons tax consists of two parts: 1) a share on the tax on dependent
income (like a wage (5" R#FH 14 shared Vil the state government's district|level administration--in 1993, 6 0
percent to the Didtrict, 40 percent to the municipalities—-and distributed on a disttfict-wide per capitabasis. And, 2)

atax on thefindepandant weerpesl physieAperseas (ke am enfgarensurial tax) vhich accruesin its entirety to the
municipaity wRererthe titapayer is a permanent resident.

As restructured, the revenue sharing system rewards municipalities where entrepreneurs are full-tim 6

Fesdenteeigidnout eegaed-todahibertteeratdnopmiecaBiiotynoccurs. Ordinarily in the West we would expect atax on

rl%reneurrai incometo accrue, at least in part, to the j urrsdrctron where that entrepreneur does busr ness. | It isthat
uri
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endent income, and annual revenue exc 1994). That represents more than a seven-folgl

increase over three years.
On the one hand, if acommunity isthelocation of businesses, but none of the business owners actualy live

n thatpurissictien;chernothahiiurisgdi ciom willnceoeivertispeoporihcratelyr ronwarenties fronk thekdacannhphysical
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Prospects for raising additional revenue

In the short-term, the prospects for raising additional revenue are best illustrated by communities that are
ahead of the curve in terms of generating revenues. These communities have adopted strategies which maximize
resources given their circumstances and the current municipal finance system-see insert.
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One strategy emphasizes local economic development. In many small municipalities, especially thosein
remote or rurd aress, unemployment i s a major concern, and so an appealing strategy emphasizes both job creation
and revenue generation. Municipalities achieve this double pay-off by promoting small business development by
local inhabitants. New businesses provide local job opportunities outside (or ancillary to) the agricultural sector,
and having local entrepreneurs start those businesses ensures that tax on independent income from is channeled back
to theloca community. Among the communities visited for the current research, Hlohovec offers the best example
of this ambitious strategy.
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It is noteworthy that further changes to the revenue system could undermine current efforts to maximiz e
revenues. A minor changein the distribution of the tax on independent income could have a catastrophic impact on
the strategy small municipalities that are trying to maximize revenue from this source. In larger communitie s
municipal finance reform is more likely to be revenue neutral. Above dl else, the long-term prospects for smd |
municipalities to raise revenues depends on the predictability of the finance system.

State I nfrastructur e Subsidies

Small municipaities visited for thisresearch dl identified sate i nfrastructure subsidies as a preferred option
for financing their projects, and understandably so. While municipa finance reform has reduced the subsidy share
of municipa revenues, the sate till offers project-specific infrastructure subsidies with very favorable terms. Major
resources include the State Environment Fund and the Ministry of Agriculture, and, starting in 1994, the Program
for Village Recongruction. The following discussion examines what resources are available and how well small

Maxian, Miriam, andG. Thomas Kingsley. 1992. Housing Costs and Affordability in Czechoslovakia: the Opportunity for Private Home
Building. Report prepared for the Office of Housing and Urban Programs, U.S. Agency for International Development. Washington, D.C.: The Urban
Institute.
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municipdities can access these funds. At current funding levels and under current rules, project-specific subsidies
offer limited support for investment by small municipalities.

The Environment Fund

The State Environment Fund finances improvements in the areas of water, air, and soil quality plus solid-
waste disposal. For small municipaities, the Fund is primarily a resource for waste-water projects, thoug h
municipalities can and do apply for assistance in the Fund's other categories along with private and state-owne d
corporations. The Fund provided approximately Kc 3.68 hillion in assistance provided in 1993. As Table 6 shows,
water qudity projects account for the largest share of theseresources. By one estimate "small" municipdities (those
under 5,000 population) account for about 20 percent of the Fund's assistance in any given year. *°

Municipditiesamog universally seek Environment Fund assistance because of the favorable terms under
which assistance is offered. For municipalities, assistance is provided according to a40-40-20 formula. That is,
the Fund provides a grant at 40 percent of the project cost, a zero percent interest loan for another 40 percent, and
applicants must provide a 20 percent match. The applicant's share of the cost can come in the form of an equit y
injection, or can be privately financed. In theory, therefore, a small municipality can finance an environmental
improvement project with no up-front, out-of-pocket equity required. °

For small municipdities, though, three factorstend to restrict access to Environment Fund resources. Firgt,
the Fund prioritizes projects according to their ecological importance--i.e. how much they will reduce curren t
pollution levels-—-and cost per unit of pollution reduction. Compared to projects sponsored by larger communities
and large state-run enterprises, small municipality projects are likely to reduce pollution levels by comparativel y
little, and cost more on a per-unit pollution reduction basis. As a result, infrastructure improvements in smal |
municipalities are less likely to receive funds.

Second, smdl municipality accessto Fund resourcesiisrestricted by the absolute amount of funds available.
The Fund separates resources for different kinds of environmental clean-up, so in any given year the resource s
availablefor water quality improvements--the category most often pursued by small municipalitiesis limited to 1)
fineslevied for water pollution, and 2) repayment of previous zero percent interest loans for water quality projects,
and 3) intermittent cash injections from the state government dedicated for water projects. (A recent state injection
of Kc 5 million is dedicated for air quality improvements; small municipalities will receive only asmall share of
these resources.)

The final and arguably most important barrier to small municipality access to the fund is competition for
theseresources. Because the Fund offers such favorable financing terms, small municipality demand for assistance
by far out-gtrips supply. Unfortunately, we do not have hard data about what share of small municipality applicants
are granted or denied funding in any givenyear. For illustrative purposes, though, we can estimate how many small

This estimate was provide by Ing.Antonin Kadlecek at the Environment Fund. The use of a 5,000 population cut-off to categorize "small"
municipalitiesis significantly less restrictive than the threshold applied elsewhere in this paper.

Although these terms are faorable compared to commercial loan terms, the debt servicing capacity required to repay the Environment Fund's
zero percent interest loan can sometimes make a project unfeasible if that precludes the use of debt financing for the 20 percent municipality match.
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municipality projects might be funded given the repor ted share of funds being allocated to such projects. How many
projects does the small municipality share trandate into?

If amal municipdities (with populations under 5,000) account for 20 percent of the Fund's total allocation

in any given year, and we assume that funding for small municipalities is disproportionately in the water qudit y
category, then perhaps 40 percent of the resources provided for this kind of project go to small municipalities. In
1993, a40 percent share of water quality alocation trandatesinto about Kc 600 million. At thislevel of funding,

the Fund could support only 15 projects costing as much as Hlohovec's waste-water system (40 million). There are
5,934 municipalities with populations under 5,000, so at a rate of 15 projects per year, some communities have a
very long wait. Respondents generally confirmed the dlim prospects for Environment Fund assistance, though most

remain optimistic about the prospects for assistance in the near future--see insert.

The Ministry of Agriculture

The Water Department at the Ministry of Agriculture provides subsidies for public water system
improvements. This program supports development of public water supply networks in municipalities under 5,000
population, but also funds projects to resolve emergency water quality problems, or to modernize or develop water
treatment facilities (plusirrigation, etc.) in communities regardless of their size. In addition to municipalitieso r
groups of municipalities, eligible applicants include joint stock water and waste-water companies. Like the
Environment Fund, therefore, the Ministry of Agriculture does not offer a dedicated source of funds for smal |
municipalities., In fact, the Ministry's stated priorities appear to overlook the priority concerns for smal |
municipalities.

Assistance currently is provided as a grant of between 30 and 80 percent of total project costs, but thi s
system is currently under revision. Pending legidation will revise the Ministry of Agriculture program so that its
format mirrors the Environment Fund formula, with the sate subsidy plit between an outright grant and zero percent
loan. The new program will also involve a more rigorous financial analysis of prospective projects. To qualif y
applicants will have to establish availability of other resources--taxes or commercial loans.

Authorization for the new program is expected to reach Kc 5 billion in 1995, though what share of thiswill
be dedicated for municipal water supply, and what share of that for small municipalities, is unclear. Stated Water
Department priorities for the revised program suggest accessto the funds by small municipalities will be limited.
The Water Department emphasizes meeting national priorities, even though communities with under 2,000
inhabitants account for the largest single share of the population not served by the public water network. In no
particular order, the Water Department's priorities order include: 1) completion of major water system project s
currently under way to integrate current water systems, 2) construction of additional water supply infrastructure for
Brno and Prague, 3) system maintenance to stem loss of water from the system, and 4) improvements to addres s
pollution concerns and bring the Czech water supply system into line with EU quality standards. Extension of the
public water supply network to unserved populationsis not a priority. %

The Program for Village Reconstruction

Unlike the other two subsidy programs, the Program for Village Reconstruction is a dedicated resource for
improvementsin amdl municipalities. However, thisis not amagjor source of funds for infrastructure investments.

Infact, atable describing thelevel 6 service by community size in the Water Department's Annual Report, 1991 does not provide information
for communities under 2,000 population.
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One respondent dubbed this as the program to restore "public i nterest in the public good,” and, as thislabel suggests,
the scope of the program goes far beyond the narrowly-defined infrastructure needs.

The program began in 1991, but through 1993 focused on support for rehabilitation planning as opposed
to project financing. Of 1,200 origina inquiries for assistance under the program, approximately 500 "villages "
followed up with aformal application. A pre-condition for participation was development of aland-use plan that
spells out specific actions intended to restore village life. These might include renovating public facilities, but also
social, cultural and sports activities meant to revive village social networks.

In 1994, the Program was alocated Kc 100 million to fund project implementation. Educational facilities
aregiven firgt priority, with subsequent priority for streets, energy improvements, and public facilities-especially
ecology-oriented projects. From over 500 program participants, a committee including representatives from various
state ministries selected 300 projects for funding. In the absence of more detailed information, we can not say how
much individual awards have been under this program or for what purpose, but if awards are, on average,
approximately 300,000 K ¢ each, generaly this amount will be insufficient to make a magjor contribution to the costs
of ainfragtructure improvement project. Having said that, perhaps the Program for Village reconstruction is more
important asasymbol of an ongoing state commitment to subsidize devel opment activities in small municipalities.

Water and Waste-W ater Fees

User fees offer another potenti al source of finance for investment in water and waste water infrastructure,
however municipalities are more likely to employ this option over the long-term rather than short-term because of
unresolved issues related to the denationalization of water and waste water authorities (VaK).

The current state of flux in the water and waste-water sector isillustrated by ambiguity over who controls
user fees. Municipdities now have the legal authority to raise fees, but for the most part fees continue to be set on
aregiond basisby the water and waste-w ater authorities. Current practice is for municipalities to control user fees
only where they own and operate a system independent of the local VaK. Overlaying this situation, regulators at
the Minigry of Finance have the authority to modify water and waste water fees that yield an "unreasonable” profit.

Another deterrent to municipal use of water and waste water fees to finance infrastructure improvements
isthetraditiona system water and waste water authorities have used to redistribute income among the jurisdictions
they serve. Because feeslevied in a particular village or town traditionally have not been dedicated for operation
and capital costs in that same jurisdiction, there is a strong disincentive for officias to support a unilateral fe e
increase without a clear agreement on how additional revenues will be shared with neighboring jurisdictions and the
local VaK. In other words, municipalities are unlikely to rely on water and waste water user fees to financ e
infrastructure improvements until new institutional relationships are established. The experience of Jablonn e
provides an example of how complex this process can be--see insert.
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To achieve his goal, Mr. Motl must overcome considerable opposition from those interested in maintaining the
status quo, most notably the local VaK. He must also convince the Jablonne electorate and other town officials
that this is the most appropriate means to finance the development project, and convince those providing the
debt finance for the project that the new institutional arrangement will work.
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Sporitelna's program is the only viable option for small municipalities that want to borrow funds--see insert.
Borrowing as an Interim Measure.
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6. INSTITUTIONAL OPPORTUNITIES

In the face of considerable barriers to development, smal municipalities have begun to join or form
asociaions of municipdities. These new i nstitutions offer municipalities an opportunity to muster additiona fisca
and palitical weight and thereby move forward a common agenda--whether that be a specific development project
or adevelopment plan for aregion. At the sametimethey areformed from bottom-up, not by state top-down, so they
do not necessarily conflict with the concept of samosprava described above. Associations are all built on the notion
of strength in numbers, but the precise composition and purpose of the groups varies.

Municipal associations have become a widespread phenomenon in the Czech Republic, and an important
mechanism for small municipalities. A 1993 survey unearthed 96 such regiona and local municipal associations,
68 of which we have detailed information about.? The 68 associations involved 1,240 municipalities, or about 20
percent of the municipalities and 27 percent of the population in the Didtricts surveyed. Of course, some
municipaities belong to more than one association. A large share of participants are small municipalities, in fact
70 percent of participating municipalities have populations less than 1,000.* Most of the organizationsinvolve
either amix of mid-sized and small municipalities, or just small municipalities.

The survey was conducted by the Institute for Research on the Development of Regions and Cities, Ostrava. Responses came from 56 out of
the Republic's 76 Districts, or Districts accounting for about 80 percent of all municipalities. The survey therefauader estimates the extent of these
associations.

The Ingtitute for Research on Development oRegions and Cities did not provide information for municipalities with under 2,000 inhabitants--
the cut-off used elsewhere in this report.
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There are basically two kinds of association, based on their purpose or goal--see insert. About one quarter
pf theroryehiezetivag\aeveiftionedttiogfayrereripeehensitesobétorgiona economic and social development. An
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municipaliti®se Zlatniky Incinerator will serve 9 villages in the Praha West district including Vrane nad Vitavou
which we visited for the current research. These communities have 10 years maximum capacity left in existing
dump-sites at current waste-disposal rates, so they have come together to try and develop a long-term solution
to their problem. Construction of an incinerator would drastically reduce the volume of dumped material.

7. PROPOSED ASSISTANCE PROGRAM

Needs and Opportunities

Nationa programsthat provide financing for municipal infrastructure projects tend to set minimum funding
or population limits. For example, the water and waste water program of the Ministry of Agriculture target s
jurisdictions with 10,000 or more inhabitants. The MUFIS requires awaiver for loans of less than K¢ 10 million.
This represents greater efficiency and lower transactions costs for these programs. If the small municipalities want
to seek loans or subsidies from these sources, they must look and act like larger jurisdictions. They will havet o
package their individual projects. They will have to present joint proposals that can address the technical and
financia criteria of the national programs. Fortunately, the small municipaities already are coming together i n
strategic dliances. The proposed assistance program might work with these existing alliances in two broad aress:

. Generd infrastructure investment analysis and planning, including subjects such as:
. Understanding the concepts of present value and opportunity cost
. Establishing priorities (opportunity costs) and developing an investment strategy
. Packaging funding from different sources of outside financial support - state subsidies, and private
bank loans - to finance specific projects
. Analysis of dternative te hnologies
. Strategies and techniques for creating viable alliances, including subjects such as:

However, the Sumava Regionad Association isnot includeth the 68 identified associations because of non-response from Sumava area District
Councilsto the survey.
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. Forming the aliances through limited liability companies, regional or local associations or
contracts.
. Sharing risks through "solidarity loans' or other forms of joint liability.

Formalizing loans on commercid terms to finance joint projects.

At the other extreme, it will be important to ensure that there are no unjustified biases against such proposals
at the national level. The funding criteria and project review procedures of the national programs must allow any
projects presented jointly by or on behalf of groups of smaller jurisdictions to compete solely on the basis of their
merits with those of the larger jurisdictions. This may not be the case at this moment. If so, this suggests athird
possible area of assstance. The target would be mgjor nati onal programs that fund local infrastructure projects, such
as the environmental fund or the water and waste water program of the Ministry of Agriculture. The assistanc e
would focus on:

. Lending criteriaand procedures for joint funding proposals presented by groups of municipalities

Phases of the Proposed Assistance Program
The overall assistance program could be carried out in three phases:

. Phase one would involve an inventory of "best" cases of existing aliances of small municipalities and an
anaysis of thelending criteria and procedures of MUFIS and other national programs as they apply to the
small municipalities.

Leve of effort: Eight (8) person weeks

Products Inventory of existingmunicipd alliances, analysis of "best" cases, analysis of impact of existing
lending criteriaand procedures of MUFIS and other similar national programs on joint financing proposals
presented by small municipalities.

. Phase two would work with actual requests for financing presented by one or two aliances of smal |
municipditiesto the MUFIS and/or another nationd infrastructure pr ogram. The intent would be to develop
successful practical experiences with this type of project financing.

Leve of effort: Eight (8) person weeks
Products. Successful financing of joint infrastructure projects developed by one or two aliances of small
municipdities and an evaluation of the experience. The experience might also lead to a"modd" contract

for use by commercial banks dealing with such aliances.

. Phase three would focus on dissemi nating the lessons learned from the two first phases to all the interested
small municipalitiesin the Czech Republic.

Leve of effort: Six (6) person weeks
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Products. Case studies of successful municipa aliances, case studies of successful financing of joint
infrastructure projects developed by such dliances including model contracts, regional seminars,
distribution of case studies to interested municipalities.

The complete program would probably take place over a period of nine to twelve months. It woul d
contribute to the success of the MUFIS by supporting a new type of borrower. Thiswould create a broader demand
basefor the Fund. Findly, if successful, the program would expand the financing available for water, waste water
and other basic infrastructure in the smaller municipalities of the Czech Republic. These are the areas of greatest

need at present.



